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portion thereof, the basis of the par-
ticipating interest or portion thereof
withdrawn shall be reduced by such
portions of the following items as were
allocable to the participant with re-
spect to the participating interest or
portion thereof withdrawn:

(1) The amount of the excess of the
allowable deductions of the common
trust fund over its gross income for the
taxable years beginning after Decem-
ber 31, 1935, and before January 1, 1938,
and

(2) The amount of the net short-term
capital loss, net long-term capital loss,
and ordinary net loss of the common
trust fund for each taxable year begin-
ning after December 31, 1937.

(e) Effective date. The eighth sentence
of paragraph (a) of this section is effec-
tive for combinations and divisions of
common trust funds completed on or
after May 2, 1996.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6651, 28 FR 4950, May 17,
1963; T.D. 7935, 49 FR 1695, Jan. 13, 1984; T.D.
8662, 61 FR 19546, May 2, 1996; 61 FR 39072,
July 26, 1996]

§1.584-5 Returns of banks with re-
spect to common trust funds.

For rules applicable to filing returns
of common trust funds, see section 6032
and the regulations thereunder.

§1.584-6 Net operating loss deduction.

The net operating loss deduction is
not allowed to a common trust fund.
Each participant in a common trust
fund, however, will be allowed the ben-
efits of such deduction. In the com-
putation of such deduction, a partici-
pant in a common trust fund shall take
into account its pro rata share of items
of income, gain, loss, deduction, or
credit of the common trust fund. The
character of any such item shall be de-
termined as if the participant had real-
ized such item directly from the source
from which realized by the common
trust fund, or incurred such item in the
same manner as incurred by the com-
mon trust fund.

§1.585-1 Reserve for losses on loans of
banks.

(a) General rule. As an alternative to

a deduction from gross income under

section 166(a) for specific debts which
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become worthless in whole or in part, a
financial institution to which section
585 and this section apply shall be al-
lowed a deduction under section 585(a)
(or, for taxable years beginning before
January 1, 1987, section 166(c)), for a
reasonable addition to a reserve for bad
debts provided such financial institu-
tion has adopted or adopts the reserve
method of treating bad debts in accord-
ance with paragraph (b) of §1.166-1. In
the case of such a taxpayer the amount
of the reasonable addition to such re-
serve for a taxable year beginning after
July 11, 1969, shall be an amount deter-
mined by the taxpayer which does not
exceed the amount computed under
§1.585-2. Such reasonable addition for
the taxable year shall be an amount at
least equal to the amount provided by
§1.585-2(a)(2). For each taxable year the
taxpayer must include in its income
tax return (or amended return) for that
year a computation of the amount of
the addition determined under this sec-
tion showing the method used to deter-
mine that amount. The use of a par-
ticular method in the return for a tax-
able year is not a binding election by
the taxpayer to apply such method ei-
ther for such taxable year or for subse-
quent taxable years. A financial insti-
tution to which section 585 and this
section apply which adopts the reserve
method is not entitled to charge off
any bad debts pursuant to section
166(a) with respect to a loan (as defined
in §1.585-2(e)(2). Except as provided by
§1.585-3, the reserve for bad debts of a
financial institution to which section
585 and this section apply shall be es-
tablished and maintained in the same
manner as is provided by section 585
(or, for taxable years beginning before
January 1, 1987, section 166(c)) and
theregulations under section 166 with
respect to reserves for bad debts. Ex-
cept as provided by this section, no de-
duction is allowable for an addition to
a reserve for losses on loans as defined
in §1.585-2(e)(2) of a financial institu-
tion to which section 585 and this sec-
tion apply. For rules relating to deduc-
tion with respect to debts which are
not loans (as defined in §1.585-2(e)(2)),
see section 166(a) and the regulations
thereunder. For rules relating to a debt
evidenced by a security (as defined in
section 165(g)(2)(C), see sections 166 and
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582(a) and the regulations thereunder.
For the definition of certain terms, see
paragraph (e) of §1.585-2. For rules re-
lating to a transaction to which sec-
tion 38l(a) applies, see §1.585-4. For
rules relating to large banks, see
§§1.585-5 through 1.585-8.

(b) Application of section—(1) In gen-
eral. Except as provided in paragraph
(b)(2) of this section, section 585 and
this section apply to the following fi-
nancial institutions—

(i) Any bank (as defined in section 581
and the regulations thereunder) other
than a mutual savings bank, domestic
building and loan association, or coop-
erative bank, to which section 593 ap-
plies; and

(if) Any corporation to which para-
graph (b)(1)(i) of this section would
apply except for the fact that it is a
foreign corporation and in the case of
any such foreign corporation, the rules
provided by section 585(a) and (b), this
section, §§1.585-2, 1.585-3, and 1.585-4
apply only with respect to loans out-
standing the interest on which is effec-
tively connected with the conduct of a
banking business within the United
States.

(2) Exception. For taxable years be-
ginning after December 31, 1986, section
585(a) and (b) and this section do not
apply to any large bank (as defined in
§1.585-5(b)). For these years, a large
bank may not deduct any amount
under section 585 or any other section
for an addition to a reserve for bad
debts.

(Sec. 585(b)(4), of the Internal Revenue Code
of 1954 (83 Stat. 618; (26 U.S.C. 585(b)(4))))

[T.D. 7532, 43 FR 3109, Jan. 23, 1978, as amend-
ed by T.D. 8513, 58 FR 68757, Dec. 29, 1993; 59
FR 15502, Apr. 1, 1994]

§1.585-2 Addition to reserve.

(@) In general—(1) Maximum addition.
For taxable years beginning before
January 1, 1988, the maximum reason-
able addition to the reserve for losses
on loans as defined in paragraph (e)(2)
of this section is the amount allowable
under the percentage method provided
by paragraph (b) of this section or the
experience method provided by para-
graph (c) of this section, whichever is
greater. For taxable years beginning
after December 31, 1987, the maximum
reasonable addition to the reserve for

§1.585-2

losses on loans is the amount deter-
mined under the experience method
provided by paragraph (c) of this sec-
tion.

(2) Minimum addition. For taxable
years beginning after December 31,
1976, and before January 1, 1988, a tax-
payer to which this section applies
shall make a minimum addition to the
reserve for losses on loans as defined in
paragraph (e)(2) of this section. For
purposes of this subparagraph, the
term minimum addition means an addi-
tion to the reserve for losses on loans
in an amount equal to the lesser of (i)
the amount allowable under section 585
(b)(3)(A) and paragraph (c)(1)(ii) of this
section, or (ii) the maximum amount
allowable under section 585 (b)(2) and
paragraph (b) of this section. For tax-
able years beginning after December 31,
1987, a taxpayer to which this section
applies shall make a minimum addi-
tion to the reserve for losses on loans
for each taxable year in an amount
equal to the amount allowable under
section 585 (b)(3)(A) and paragraph
(c)(1)(ii) of this section.

(b) Percentage method—(1) In general—
(1) Maximum addition. Except as limited
under subparagraph (2) of this para-
graph, the maximum reasonable addi-
tion to the reserve for losses on loans
under the percentage method for a tax-
able year is the amount determined
under paragraph (b)(1) (ii), (iii), or (iv)
of this section, whichever is applicable.
For purposes of this paragraph, the
term allowable percentage means 1.8 per-
cent for taxable years beginning before
1976; 1.2 percent for taxable years be-
ginning after 1975 but before 1982; 1.0
percent for taxable years beginning in
1982; and 0.6 percent for taxable years
beginning after 1982 and before 1988.
This paragraph does not apply for tax-
able years beginning after 1987.

(i) Reserve less than allowable percent-
age of eligible loans. (A) If the reserve
for losses on loans as of the close of the
base year is less than the allowable
percentage for the taxable year multi-
plied by the eligible loans outstanding
at the close of the base year, the
amount determined under this subdivi-
sion for the taxable year is the amount
necessary to increase the balance of
the reserve for losses on loans as of the
close of the taxable year to an amount

317



